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The banking industry provides a
unique opportunity to examine the
effects of auditor choice on regula-
tors. In banking, regulators provide
(to bank directors and management)
a direct measure of bank soundness
based on predetermined, regulatory
definitions and on-site examinations.
The results of these regulatory assess-
ments have immediate consequences
for the bank. Bank regulators exam-
ine the quantity and quality of assets
and liabilities and assess the adequacy
of record-keeping and management
controls. The choice of a high quality
auditor potentially improves the reg-

ulators’ evaluation of management
control. Less directly, high quality au-
ditors may enhance the regulators’
assessment of assets and liabilities. In
addition, choice of a high quality au-
ditor indicates managers’ willingness
to be thoroughly reviewed and signals
managers’ competence and confi-
dence. Accordingly, we consider the
relation between regulatory evalua-
tion results and auditor quality.

The empirical results suggest that
auditor quality affects regulators’ as-
sessment of banks’ financial condi-
tion. The choice of a Big 5 auditor is
positively related to an overall bank
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14 DOUTHETT, JR., DUGHAC AND WARREN

rating, after controlling for the ef-
fects of other monitoring mecha-
nisms and the underlying economic
characteristics of the bank. We be-
lieve this result reflects regulators’ re-
sponse to the contribution of high
quality auditors to the management
control system, assets and liability
measurement, and managers’ signal
of manager confidence. Bank man-
agers’ choice of a low quality audit
firm prompts regulators to reduce
their rating of the management con-
trol system, to increase suspicion of
assets and liability measurement
and/or to decrease their confidence
in management.

BACKGROUND ON BANKING
REGULATION

An important and effective tool of
bank supervision and control is the
bank examination. The bank exami-
nation process is the Federal Re-
serve’s fact-finding arm in discharg-
ing its responsibilities (to safeguard
depositors and prevent bank fail-
ures). The essential objectives of an
examination are: (1) to provide an
objective evaluation of a bank’s
soundness and compliance with
banking laws and regulations, (2) to
permit the Federal Reserve to ap-
praise the quality of managementand
directors and (3) to identify those ar-
eas where corrective action is re-
quired to strengthen the bank, to im-
prove the quality of its performance
and to enable it to comply with ap-
plicable laws, rulings and regulations
(Federal Reserve Commercial Bank Ex-
amination Manual, Section 1.1: 1).

Bank examinations generally occur
once a year and require anywhere
from a few days to several weeks. Ex-
aminations involve surprise, on-site
visits by the regulators. The Federal

Deposit Insurance Corporation Im-
provement Act of 1991 requires an-
nual full-scope, on-site examinations.
The exam period is extended to 18
months for well-managed, well-capi-
talized banks with less than $100 mil-
lion in assets. The following two com-
ponents of the examination process
are addressed: (1) the recognition
and evaluation of risks and (2) the re-
sponsibility of examiners to influence
bank managers to take action. Ex-
aminers confirm the quantity and ap-
praise the quality of all asset and lia-
bility accounts, evaluate bank
operations and ensure compliance
with regulations. They assess the ad-
equacy of record-keeping and man-
agement controls (including external
audits). On the basis of these reviews,
the examiner rates the overall sound-
ness of the bank by comparing its cap-
ital to its risk. Note that many of these
activities are also performed by the
external auditor.

Examiners rank banks on each of
five performance dimensions: (1)
Capital adequacy, (2) Asset quality,
(3) Management, (4) Earnings and
(5) Liquidity. The acronym CAMEL
is used to describe the system. Each
bank is assigned a rating between one
(the best) and five (the worst) on
each of the criteria and an overall rat-
ing. The overall CAMEL rating is not
a weighted combination of the indi-
vidual CAMEL ratings, but represents
the examiners’ summary impression
of the bank (Cargill, 1989).

Empirical evidence suggests that
investors have more confidence in
bank financial reports following reg-
ulatory assessments. News about a
regulatory examination is likely to
leak to the public. While examination
results are not public information, fi-
nancial reports released soon after
the examination are likely to be more
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accurate. Empirically, they find that
inspections increase the market value
of the bank’s equity by reducing the
uncertainty of reported values. Simi-
larly, Berger and Davies (1998) and
DeYoung et al. (1998) find the regu-
latory assessments contain informa-
tion useful to the market even though
the assessments are supposedly con-
fidential.

From the perspective of bank own-
ers, the punitive costs of poor exam-
ination results elevate the status of
regulators as a concerned bank con-
stituent. From the perspective of
bank managers, the possibility of di-
rect regulatory intervention by the
Federal Reserve also elevates the
status of the regulator. Houston and
James (1993) document regulatory
effectiveness in terms of one enforce-
ment activity, namely, to discipline
poorly performing managers. Hous-
ton and James find that the frequency
with which regulators remove top
management from financially trou-
bled banks is similar to the frequency
with which non-regulatory monitors
take such actions in other distressed
firms. Among banks announcing sen-
ior management changes, asset sales,
changes in dividend policy, acquisi-
tion activity or any oversight activity,
the chief executive officer was re-
placed in 33.6 percent of the institu-
tions. To further explore the influ-
ence of regulatory activity, Houston
and James compared the frequency
of wrnover among firms that were
not subject to oversight (22 percent)
to the turnover rate in firms subject
to regulatory oversight (70 percent).
Additionally, the cost of these actions
to the subject managers, in terms of
lost income and future opportunities,
is substantial, suggesting that bank
managers bear the consequences of
financial distress.
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In summary, the uniform system of
CAMEL ratings is a ranking measure
used to identify troubled banks. The
higher the CAMEL rating, the more
regulatory attention the bank re-
ceives. Black et al. (1978) point out
that troubled banks receive more reg-
ulatory attention than non- troubled
banks. If the regulator dedicates
more effort to a troubled bank, and
the respective bank management
spends more effort responding to
regulatory concerns, then the in-
crease in regulatory attention should
be reflected in a real increase of bank
and regulatory costs. Poor bank rat-
ings also impose costs in terms of re-
strictions on bank activities, prohibi-
tion of mergers and acquisitions and
even branch or bank closure. These
incremental costs may provide an in-
centive for managers and regulators
to rely upon audit quality as a way to
mitigate these costs. In the next sec-
tion we discuss these cost effects and
how they lead to predictable hypoth-
eses about the relation between audit
quality and regulatory assessments.

THEORY AND HYPOTHESIS
Regulatory Costs

Increased regulatory attention is
costly to the bank and its manage-
ment. Banks incur two costs related
to more frequent or more detailed
examinations. First, the insurance
premium paid to the Federal Deposit
Insurance Corporation (FDIC) is a
risk-related charge. The charge is
based on qualified deposits at the
bank and adjusted for risk using the
CAMEL rating. Typically, national
banks pay about $1.25 of insurance
premium for every $100 of deposits.
An example of the impact of CAMEL
ratings on insurance premiums is
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16 DOUTHETT, JR., DUCHAC AND WARREN

provided in Cocheo (1995). Cocheo
(1995) reports that in 1993 examin-
ers issued higher (i.e., poorer)
CAMEL ratings for the National Bank
of Rising Sun, Rising Sun, Md., a
small bank with about $83 million in
assets. During the next six months,
FDIC insurance premiums increased
by $13,500 due to the poorer CAMEL
ratings.

A second cost from increased reg-
ulatory attention is the fact that bank
staff and management are distracted
from their normal responsibilities to
prepare reports, gather documents
and respond to questions. Addition-
ally, receiving poor CAMEL ratings
from bank examiners restricts the
bank managers’ ability to raise capi-
tal, reduces the managers’ compen-
sation, limits the accumulation of hu-
man capital, and decreases the
managers’ credibility (Cargill, 1989).
Williams and Jacobsen (1995) report
that banks spend up to 14 percent of
their noninterest expenses on costs
directly associated with complying
with regulatory requirements. Thus,
increased regulatory effort during
the review process and the receipt of
poor CAMEL ratings are costly to the
bank and its managers, suggesting
managers have incentives to take ac-
tion to reduce regulatory attention.
One of those actions could be to rely
more on, or hire, a high quality au-
ditor.

Regulators also have reasons to be
concerned about their costs and,
therefore, may look for opportunities
to reduce costs (i.e., rely more on au-
ditor output). First, government
budget constraints discourage regu-
lators from overrunning bank exam-
ination budgets without good cause.
Deficit spending must be approved by
lawmakers, which provides an incen-
tive for government agents to control

costs. Second, regulators are con-
cerned with political costs. Poor per-
formance or ineffective regulatory re-
views can provide competing electoral
candidates with an opportunity to at-
tack the regulatory function. The eco-
nomic consequences of a bank failure
direct attention to the regulatory sys-
tem. If the failed bank was given poor
evaluations (i.e., high CAMEL rat
ings) prior to the bankruptcy, then
the regulator is less likely to be
blamed, and the regulatory system is
less likely to come under attack, and
is possibly praised as an effective
warning device. On the other hand,
regulators responding positively to
the demands of political constituents
can garner public support and, there-
fore, enhance job security if the pub-
lic believes their efforts prevent bank
failure. In summary, regulators have
incentives to be concerned about ex-
amination costs in light of how much
regulatory attention is given to banks.
Audit quality may provide a mecha-
nism for bank examiners to reduce
costs without decreasing the overall
monitoring of bank condition.

Theoretical Framework for the
Effects of Audit Quality

The audit process, in general, has
been shown to improve internal and
organizational controls. Wallace
(1980) asserts that the audit process
deters fraud by creating the threat of
discovery. Auditors’ review of the in-
ternal control system improves the
control environment and helps elim-
inate carelessness. Auditors not only
find errors, but also recommend pro-
cess improvements; auditors typically
issue a report to management con-
taining suggestions and recommen-
dations for improving the accounting
system and process.
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AUDITOR S1ZE AND BANK REGULATOR RATINGS 17

A number of theoretical and em-
pirical studies have argued that large
or Big 5 auditors are recognized as
brand name suppliers of audits and
that these audits are perceived to be
of higher quality (e.g., DeAngelo,
1981; Simunic and Stein, 1987,
Schwartz, 1997; Solomon et al., 1999).
In this study we rely on DeAngelo’s
(1981) seminal theory of auditor rep-
utation that uses traditional agency
theory to describe why larger auditors
have incentives to provide high qual-
ity services. She argues that in order
to maintain their investment in rep-
utation capital, larger firms will pro-
vide higher quality services. Due to
their size, larger auditors have the re-
sources to invest more in personnel
training and technology and, there-
fore, have greater skill in developing
internal controls for clients and de-
tecting breaches of the accounting
system. Also, due to their size, larger
auditors are less dependent on any
given client for fee revenue and thus
can be more resistant to client pressures
in reporting accounting breaches, in-
creasing the auditors credibility with
non-management constituents. In sum-
mary, larger auditors have better ac-
counting skills and are more independ-
ent, which ultimately creates brand
name reputation.

Our study extends DeAngelo’s
(1981) theory to the regulator as a
constituent of the bank who relies on
audit quality. The role of the auditor
in our model is based on the effect of
auditor reputation on the regulator’s
perception (i.e., the credibility of the
auditor’s opinion) and the skill and
ability of the auditor to improve man-
agement and organizational control.
Adopting DeAngelo’s (1981) theory
for banking firms, a high quality au-
ditor has a greater probability of im-
proving accounting controls and de-

tecting accounting breaches because
of greater accounting skills, and has
a greater probability of reporting a
breach because the auditor is larger
in size (i.e., size enhances independ-
ence). We also suggest that since
management has significant influ-
ence in hiring the auditor, the choice
of a large, high quality auditor also
indicates management’s willingness
to undergo a rigorous review which
sends a signal to all constituents that
management is confident and com-
petent in its financial management
and reporting.
| Our prediction of the effect of au-
"kiit quality on regulators is developed
as follows. If regulatory examiners
alue the certification work of exter-
al auditors, they may rely more on
udited financial reports, limiting
their own work and improving their
evaluation of management controls
and financial results. Bank managers,
realizing these effects, may influence
the extent of the regulatory exami-
nation by selecting high quality au-
ditors. Since previous research indi-
cates high quality auditors improve
the reliability of both financial state-
ments and internal control systems,
auditors may then influence the ex-
aminers’ perception of the bank’s fi-
nancial condition and the quality of
its management. Thus, we expect to
see a positive, significant relation be-
tween auditor quality and regulatory
evaluation results. Our hypothesis,
stated in alternative form, is:
H,: Regulators’ evaluations are positively

influenced by managers’ choice of high
quality auditors.

RESEARCH DESIGN
Model

To test our hypothesis, we would
ideally examine how CAMEL ratings
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are associated with proxies for audit
quality. CAMEL ratings are a direct
output measure of the regulator’s on-
site examination and are based on ob-
jective and subjective measures of
bank financial condition. Auditor
choice is not explicitly defined as an
input to the CAMEL in the regulatory
process, but could be incorporated
subjectively through the regulator’s
personal judgment. However, CAMEL
ratings are not publicly available. The
results of bank examinations are in-
tended for bank directors and man-
agement only. The privacy of these re-
ports is enforced in the banking
industry.

Instead we use ratings provided by
the Sheshunoff Service for the year
1996. The Sheshunoff ratings provide
an objective composite measurement
of historical bank performance based
on four of the five CAMEL factors:
Capital Adequacy, Asset Quality,
Earnings, and Liquidity (Sheshunoff
does not calculate a rating for Man-
agement). The Sheshunoff ratings
are calculated using publicly available
financial information obtained from
the release of the preliminary reports
of condition (analogous to a balance
sheet) and reports of income (anal-
ogous to an income statement) from
the Federal Reserve Call Reports.
Thus, these ratings are mathemati-
cally derived and do not include a
subjective evaluation of bank man-
agement. However, two factors sug-
gest that the Sheshunoff rating can
acceptably proxy for the overall
CAMEL rating. First, the composite
Sheshunoff rating focuses on the
bank’s health and potential for fail-
ure, rather than current perform-
ance. Both the measures selected for
Capital Adequacy, Asset Quality,
Earnings and Liquidity and the
weighting of those measures are sta-

tistically determined to yield a mea-
sure of the probability of long-term
success. Second, all raw scores are
compared to a five-year industry av-
erage by placing each institution’s
raw score on the industry represen-
tative (normal) distribution to deter-
mine each bank’s rating. This process
ensures that the bank’s rating reflects
its true condition (i.e., healthy banks
will not be penalized with a low rating
simply because other institutions
have higher numbers). These two
computational steps help to enrich
the raw data and make the Sheshu-
noff rating a more suitable proxy for
the CAMEL rating.

Although the Federal Reserve was
unwilling to release CAMEL ratings
for our sample period, we did obtain
CAMEL ratings for 58 of the largest
banks from 1984 to 1986. These
CAMEL ratings were obtained by Dr.
Chris James while he was a visiting
scholar at the Federal Reserve Bank
of San Francisco and have been used
in previous studies (James, 1988; Car-
gill, 1989). The Pearson correlation
coefficient between the overall
CAMEL rating and Sheshunoff rat-
ings during the 1984 to 1986 time pe-
riod is -0.752 (p-value < .01), indicat-
ing that Sheshunoff ratings have a
high, negative correlation with
CAMEL ratings, which again suggests
that the Sheshunoff ratings are a rea-
sonable proxy for CAMEL ratings.

We would like to use Dr. James’
sample of 58 banks from 1984 in our
analysis, but there are a number of
important limitations to the data.
First, the sample is small (only 58 ver-
sus 252 banks in the current study),
which reduces the power of our tests.
Second, and most importantly, is the
lack of variation in the auditor choice
variable: all 58 banks from the 1984
sample used a Big 5 auditor (Big 8 at
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that time). This limitation prevents us
from using the traditional Big 5/Non
Big 5 dichotomy as a proxy for audit
quality. Third, as the largest 58 banks
in the U.S. at that time, this sample is
not a random draw from the general
population of U.S. banks. This would
reduce the external validity of testing.
Fourth, the structure of the auditing
and banking industries has changed
as both industries have consolidated
significantly. To make our study con-
temporaneously relevant, we exam-
ine a current sample of banks and au-
ditors. Since the algorithm to
calculate Sheshunoff and CAMEL rat-
ings has not changed over time, we
expect the correlation between She-
shunoff and CAMEL ratings to be sta-
ble, suggesting that Sheshunoff rat-
ings are a reliable proxy for CAMEL
ratings.

Since the Sheshunoff ratings are an
objective combination of the four
weighted CAMEL factors, the use of
an audit quality proxy as a direct in-
put factor to the Sheshunoff rating is
excluded. We argue, however, that
audit quality indirectly affects the
Sheshunoff rating by directly affect-
ing the individual CAMEL factors. In-
formal discussions with regulators in-
dicate that they are aware of the
auditor’s reputation and the extent of
the auditor’s work. While we believe
that audit quality is a subjective factor
in the CAMEL ratings, we assume that
its affect is direct. Because the corre-
ladon between CAMEL and Sheshu-
noff ratings indicates an inverse rela-
tionship, we suggest the following
system of linear equations:

RATING = a,, + 0,,C + apA + aE + a,L (1)

C = By + BuX, + BAUDITOR + &, (2)
A = By + ByX; + B3, AUDITOR + ¢, (3)
E=Bn+ BHX/ + B4,AUDITOR + g, (4)
L = Bso + BsXs + BAUDITOR + &5 (5)

RATING is the Sheshunoff peer or
national composite rating; C, for cap-
ital adequacy, is core capital as a per-
centage of assets; A, for asset quality,
is adjusted nonperforming assets as a
percentage of total assets; E, for earn-
ings, is the return on average assets;
L, for liquidity, is liquid assets as a
percentage of total liabilities; X is a
vector of bank characteristics and
performance measures such as prof-
itability, size, risk, and operational
complexity that affect the i* CAMEL
factor (specifically, C, A, E, or L); and
AUDITOR is a measure of audit qual-
ity. Equation (1) does not have a dis-
turbance term since the relationship
between the Sheshunoff rating and
the CAMEL factors is exact or deter-
ministic. Equations (2) through (5)
include a stochastic disturbance term
(e-N(0,0%I;)) since these relation-
ships are not deterministic and may
be measured with error. Substituting
equations (2), (3), (4), and (5) into
equation (1) provides the following
single equation:

RATING = v, + v, AUDITOR + yvX; + & (6)

Expanding equation (6) to include
variables for bank characteristics and
performance measures provides the
following testable regression equa-
tion:

RATING = v, + v,AUDITOR +

v,ROE + v,InASSETS + y,RBA/TA
+ v,.BRANCHES + ¢, (7

Variables

The dependent variable, RATING,
is the 1996 peer or national Sheshu-
noff rating. This is a percentile rank-
ing (99=best, 0=worst), within the
bank’s peer group or on a national
basis, based on a weighted composite
score which represents four of the
five CAMEL factors (C, A, E, and L).
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20 DOUTHETT, JR., DUGHAC AND WARREN

AUDITOR, a proxy for audit qual-
ity, is a categorical classification based
on auditor size (Big b versus non-Big
5). As discussed previously, DeAngelo
(1981) argues that the size attribute
of large auditors allows them to be in-
dependent and skillful, which ulti-
mately lets them provide high quality
audits. Big 5 auditors are the largest
five auditors measured by total fee
revenue or assets audited. If regula-
tors perceive the auditing work of Big
5 auditors to be of higher quality,
they will place greater weight on the
financial disclosures. Given the in-
centives of bank managers to choose
a high quality auditor and the incen-
tives of regulators to rely on the au-
ditor’s work (discussed previously),
we expect the sign on the AUDITOR
variable to be positive. AUDITOR is
the variable of interest.

The remaining variables are con-
trols. ROE (Return On Equity) con-
trols for bank performance, which is
likely to be an important determinant
for all CAMEL factors, but certainly
for the E rating since current earn-
ings are added to equity at the end of
the operating period. It could be that
Big 5 and Non-Big 5 clients differ be-
cause of differences in the underlying
economics of the bank. If these dif-
ferences are important for regulator’s
evaluations, a difference in regulatory
evaluations may result even if auditor
class is not relevant. Adjusting for
these underlying economic factors in
the regression is important in order
to measure the incremental effect of
auditor class on regulatory evalua-
tion. We expect regulators to take a
favorable view of higher levels of bank
performance. Thus, ROE should be
positively related to the Sheshunoff
rankings.

Previous research (Adase, 1985
and El-Gazzar, 1998) shows that size

is a proxy for the strength of public
monitoring (also referred to as the
disclosure environment). Larger
firms are more closely monitored be-
cause of larger investor and analyst
following. The monitoring provided
by these external agents may be cor-
related with auditor monitoring and
should be controlled. Also, capital as-
sets are specifically used in calculat-
ing the CAMEL rating. To determine
whether auditor class has incremen-
tal explanatory power over assets, we
include the natural log of total bank
assets (InASSETS) as a size proxy.
The natural log is used to correct for
heteroscedasticity commonly found
in the distribution of firm assets. We
expect it to be positively related to the
Sheshunoff rating.

Banks explicitly provide direct
measures of risk for their assets. Risk
should be controlled since it is likely
to be a determinant of the liquidity of
a bank’s portfolio, which is one of the
CAMEL rating factors, and has been
theoretically and empirically docu-
mented as a factor explaining auditor
choice (Titman and Trueman, 1986;
Datar et al, 1991). The Basle Agree-
ment (accepted by the Federal Re-
serve in 1992) provides a methodol-
ogy for computing risk-weighted
assets. This methodology focuses only
on credit risk in calculating risk-based
assets. Other types of exposure such
as interest rate, liquidity, and funding
risks, as well as asset quality problems,
are not factored into the risk-based
calculation. Risk-based asset report-
ing is a mechanism that weights the
relative valuc of assets held in a
bank’s portfolio by the risk level as-
sociated with these assets. A basic
premise in the Basle Agreement is
that the riskier a bank’s assets,
whether they are on or off the bal-
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ance sheet, the more capital is re-
quired to support them.

According to the Basle Agreement,
risk-based assets are determined by
assigning the bank’s assets to one of
four risk categories. Category 1 in-
cludes cash and cash equivalents, cat-
egory 2 includes short-term claims
maturing in one year or less, category
3 includes family residential mort
gages or public sector bonds, and cat-
egory 4 includes commercial and
consumer loans. We treat reported
risk-based assets as a direct measure
of the bank’s riskiness. We scale risk-
based assets by total assets (RBA/TA)
to get a percentage measure of assets
discounted due to loan uncertainty.
Thus, lower percentages of risk-based
assets (lower percentages implies
greater discounts) would represent
greater levels of risk and would ad-
versely affect regulator’s evaluation of
bank financial condition. We expect
the variable RBA/TA to be negatively
related to higher Sheshunoff RAT-
INGs.

Finally, we use the number of bank
BRANCHES to measure the complex-
ity of bank operations. Firm complex-
ity has been shown in previous studies
to be correlated with auditor class
(DeAngelo, 1981; Simunic, 1980; Cra-
swell et al., 1995). Geographically dis-
persed bank branch offices make it
more difficult for regulators to assess
the safety and soundness of the
bank’s assets. If bank complexity re-
duces the regulator’s inclination to
assign favorable CAMEL ratings, then
we expect the number of bank
BRANCHES to be negatively related
to the Sheshunoff RATING.

RESULTS
Descriptive Statistics

Table 1 reports means and stan-
dard errors for the sample parti-
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tioned by auditor type (Big 5 versus
Non-Big 5). The sample is composed
of 199 firms choosing a Big 5 auditor
and 53 firms choosing « Non-Big 5 au-
ditor. The sample observations are a
random selection from the Sheshu-
noff database, and include both pub-
licly-held and nonpublicly-held banks.

The mean Sheshunoff RATING is
higher for the Non-Big 5 group than
the Big 5 group. The difference, how-
ever, is marginally significant for the
national measure only (pvalue =
.093). While these comparisons are
not consistent with our argument, they
are univariate comparisons only,
which may not measure the incremen-
tal effects of one factor if the effects of
other factors are not controlled. The
economic effects of bank condition
could easily swamp the effects of audit
quality. Thus, controlling for bank ec-
onomic condition is critical before
making inferences about the effects of
auditor choice on regulatory evalua-
tion. Also, a univariate analysis is not
sophisticated enough to capture the
twostep effect developed above in
equations (1) through (6). Conse-
quently, we place no confidence in the
univariate tests and provide a multivar-
iate analysis in the next section based
on our system of equations.

Although we make no predictions
about the CAMEL factor inputs to the
Sheshunoff rating, it is interesting to
note that the mean capital adequacy
ratio is statistically higher for the Non-
Big 5 group than the Big 5 group
(.0978 versus .0884, respectively; p-
value = .003 for the difference). This
difference may reflect size effects. Dif-
ferences in the other CAMEL factor in-
puts (asset quality, earnings quality,
and liquidity ratio) are not statistically
significant across auditor type.

Total assets (ASSETS) and the num-
ber of branches (BRANCHES) are sta-
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Table 1
Descriptive Statistics

Variable Means for Banks Means for Banks Difference in Means

with Big 5 Auditors with Non-Big 5 (p-value)

(Standard Error) Auditors
n=199 (Standard Error)
n=353

RATING (National 53.0950 57.7736 -4.6786
Percentile Ranking) (1.2697) (2.4665) (.093)
RATING (Peer Group 55.5918 59.2692 -3.6774
Percentile Ranking) (1.2880) (2.5006) (.192)
Capital Adequacy .0884 0978 -.0094
(Ratio) (.0015) (.0028) (.003)
Asset Quality 0164 .0123 .0041
(Ratio) (.0014) (.0027) (.191)
Earnings Quality .0185 .0186 -.0001
(Ratio) (.0007) (.0014) (.979)
Liquidity Ratio .0585 .0535 .0050
(Ratio) (.0025) (.0048) (364)
ROE 1388 11331 .0057
(Ratio) (.0048) (.0095) (.589)
ASSETS 8871346 440603 8430743
(k$) (1935245) (3749941) (.047)
RBA 6698999 286421 6412578
k$) (1496668) (2907384) (.050)
RBA/TA 6735 .6434 .0301
(Ratio) (.0084) (.0164) (.105)
BRANCHES 78.9400 11.0943 67.8457
(Count) (11.657) (22.645) (.008)

Variable Definitions:

tistically higher for the Big 5 group
than the Non-Big 5 group, which is
consistent with previous research that
finds Big 5 auditors associated with big-
ger and more complex clients (Palm-

&l Lal Zl!‘-i.lbl
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RATING (National or Peer Group) = Sheshunoff rating on national or peer asset basis. Capital Adequacy = Core
capital as a percentage of assets. Asset Quality = Adjusted nonperforming assets as a percentage of total assets.
Earnings Quality = Return on average assets. Liquidity = Liquid assets as a percentage of total liabilities. ROE =
Return on common equity. ASSETS = Total bank assets in thousands. RBA = Risk-based assets (Assets adjusted
for credit risks based on the Basle Agreement). RBA/TA = Risk-based assets divided by total assets. BRANCHES
= Number of branch offices per bank reported in the bank call reports.

rose, 1986; Simunic, 1980). The pro-
portion of assets discounted due to risk
(risk-based assets as a percentage of to-
tal assets) is significantly greater for the
Non-Big 5 group, suggesting that they
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carry more credit risk than the Big 5
group. This is consistent with previous
research that finds higher clientspe-
cific risk is associated with low quality
auditors (Titman and Trueman,
1986).

We perform a Pearson correlation
to assess the potential for multicolli-
nearity among the independent varia-
bles (results not presented). With the
exception of the Rho coefficient for
BRANCHES and InASSETS, none of
the correlations among the variables
which will be used as independent var-
iables in the multivariate regression is
greater than .36. The correlation be-
tween BRANCHES and InASSETS is
.66; however, variance inflaton factors
for all of the independent variables are
less than 1.4, indicating that harmful
collinearity probably does not exist.

In summary, the univariate statistics
suggest that auditor choice is signifi-
cantly associated with differences in
regulatory  assessments.  Although
these univariate comparisons are not
consistent with our predictions for au-
dit quality, a multivariate analysis that
controls for other effects on the de-
pendent variable may provide differ-
ent results. Two of the four control var-
iables are significantly associated with
the dependent variable, national RAT-
ING, and three of the four control var-
iables are significantly associated with
the dependent variable, peer group
RATING.

Multivariate Results

Coefficient estimates from multivar-
iate regressions are presented in Ta-
bles 2 and 3. In Table 2, the dependent
variable RATING is defined as the
bank’s percentile ranking among all
national banks as determined by the
Sheshunoff rating service. The overall
model is significant (zero slopes F-sta-

tstic = 24.52, pvalue <.01) and has
significant explanatory power with an
adjusted R? of 31.9%. Coefficients on
control variables for bank characteris-
tics, InASSETS for bank size and
BRANCHES for bank complexity, are
not significant. However, coefficients
on control variables representing per-
formance, ROE for profitability and
RBA/TA for asset quality, are signifi-
cant at traditional levels in the ex-
pected direction. ROE and RBA/TA
have positive signs, indicating that
higher returns and less risky loan port-
folios have a favorable effect on regu-
lator’s evaluations.

The coefficient on the variable of in-
terest, AUDITOR, is positive and sig-
nificant (p-value = .01). Regression re-
sults for RATING, defined as the
bank’s peer-group percentile ranking,
are very similar to the national rating
results (see Table 2). In this regres-
sion, the coefficient on AUDITOR is
positive and significant with a p-value
of .01. Both sets of estimates indicate
that audit quality, proxied by auditor
size, has a favorable effect on regula-
tors’ assessment of banks’ safety and
soundness. High quality auditors (ver-
sus low quality auditors) enhance the
credibility of the bank’s financial asser-
tions, allowing the regulator to place
greater reliance on reported financial
performance and improving the reg-
ulators’ assessment of control systems.

DISCUSSION

The Federal Deposit Insurance Cor-
poration Act of 1991 (FDICA) requires
bank managers (CEO and CFO) to re-
port on the adequacy of the bank’s in-
ternal control structure and financial
reporting procedures. In addition,
FDICA requires independent auditors
to report on the assertions made by
managers with respect to internal con-
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Regression Results

Table 2

Dependent Variable is National Percentile Rating

RATING =1y,+ v,AUDITOR + v,ROE + y;InASSETS + y,RBA/TA + y;BRANCHES + ¢,

Variable Estimate Standard Error T-Statistic P-Value
INTERCEPT 32.126 11.604 207 .01
AUDITOR 2.862 1.244 2.30 .01
ROE 144.094 14.106 10.22 .00
InASSETS -.449 .889 -.50 .61
RBA/TA 14.507 8.429 172 .05
BRANCHES .004 .007 58 29
Model: n=252 Adj. R*= 319 F-Value=24.52 P-Value < .01
Variable definitions the same as Table 1.
One-tail test except for InASSETS.
Table 3
Regression Results

Dependent Variable is Peer-Group Percentile Rating

RATING = y,+ 7,AUDITOR + ,ROE + y,InASSETS + y,RBA/TA + y,BRANCHES + ¢,

Variable Estimate Standard Error T-Statistic P-Value
INTERCEPT 28.854 11.672 2.47 .01
AUDITOR 2.788 15252 2.23 .01
ROE 146.106 14.189 10.30 .00
InASSETS .043 .895 .05 .96
RBA/TA 12.583 8.479 1.48 .07
BRANCHES .004 .007 .59 28
Model: n=252 Adj.R*= 325 | F-Value=25.23 P-Value < .01

Variable definitions the same as Table 1.
One-tail test except for INASSETS.
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trols, Also, managers must document,
and independent auditors must report
on, bank compliance with safety and
soundness regulations. Our empirical
results indicate that auditor quality in-
fluences the review work of regulators.
These results suggest the feasibility of
further collaboration between exter-
nal auditors and regulators.

The continued co-existence of bank
regulators and auditors supports the
notion that the two provide differen-
tiated services. The demand for audit-
ing arises out of the need to monitor
contracts which rely on financial infor-
mation. Managers engage auditors to
certify contract compliance. To this
end, auditors issue opinions which are
distributed, with financial statements,
to shareholders. Thus, auditors serve
to verify financial information used in
regulating the distribution of wealth
between managers and shareholders.
In contrast, government regulation of
banks derives from the need to protect
the public from unfair allocations of
wealth. Bank managers submit to on-
site regulatory examinations by order
of law. Consistent with their charge,
regulators submit reports only to the
bank’s board of directors and the fo-
cus of the report is correction. Conse-
quently, regulators have enforcement
powers to ensure compliance with
their instructions and, therefore, cer-
tify the soundness of the bank (and the
system) without issuing public notice.

While the differentiated roles of ex-
aminers and auditors persist, our em-
pirical analysis suggests they may co-
operate to ensure the credibility of
bank financial information and the
long-term survival of the institution.
FDICA expands the exchange of doc-
uments between external auditors and
regulatory examiners to include re-
ports on the internal control system.
Empirical support of the influence of

auditor quality on regulatory exami-
nation results prompts the considera-
tion of further cooperation between
auditors and regulators. Despite their
unique characteristics, auditors and
regulators have a lot in common. Both
perform on-site reviews of bank finan-
cial information, control systems and
management. Both are concerned
with the credibility of bank financial
reports and the institution’s long-term
survival. Practitioners should investi-
gate further opportunities for explicit
cooperation between auditors and reg-
ulators. To the extent such coopera-
tion reduces total examination costs
without compromising regulatory
oversight, regulators, bank managers
and shareholders benefit. Auditors can
also benefit from the increased effi-
ciency of cooperative efforts.

The investigation of further coop-
eration has implications not only for
practitioners (auditors and regula-
tors), but also for researchers. Two av-
enues of additional research are evi-
dent. First, we can look for other bank
monitors who perform duplicative
services. Further opportunities for co-
operation can be identified in an effort
to reduce total monitoring costs. For
example, investors in mortgage-
backed securities may provide repeti-
tive examinations of subject assets. A
second research stream examines sim-
ilar duplicative monitoring in other
regulated industries. For example, util-
ity companies face substantial regula-
tory scrutiny. Further research can ex-
amine possible savings generated by
the cooperation between independent
auditors and utility regulators.

The generalizability of industry-spe-
cific research is limited. The unique
character of bank regulation, attribut-
able to the nature of services provided
and their central role in the economy,
restricts the direct applicability of re-
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search methodology to other indus-
tries. Neither the regulatory environ-
ment nor the variable measurements
transfer directly. In addition, this anal-
ysis is limited by the inability to capture
regulatory evaluation results. While
Sheshunoff rankings proxy for the
overall bank rating assigned by exam-
iners, Sheshunoff rankings derive
from publicly available financial infor-
mation. These rankings do not benefit
from the on-site gathering of private
financial and non-financial data which
informs regulatory examinations.

CONCLUSION

In summary, we believe regulators,
bank managers, and owners have cost
incentives to reduce regulatory atten-
tion. Regulators, concerned about cost
budgets and political exposure, have
an incentive to take advantage of sig-
naling mechanisms that indicate that
the banks self-reported information is
credible. Bank managers, interested in
signaling that their financial reports

and control systems are reliable, hire
high quality auditors to indicate as
much. If regulators recognize the in-
cremental value that a high quality au-
ditor provides, regulators may rely
more on, and make an improved eval-
uation of the bank’s management con-
trol system.

The findings are also important be-
cause they suggest that auditing, to
some extent, could substitute for reg-
ulatory review. While auditors safe-
guard the interests of owners and reg-
ulators safeguard the interests of the
depositors and dependents of the total
banking system, these interests are
aligned in that they ultimately focus on
the bank as a going concern. Our em-
pirical results suggest that audit quality
(proxied by auditor size) positively in-
fluences regulators’ assessment of
banks’ safety and soundness. To the
extent that audit effort can substitute
for regulatory effort, an opportunity
exists to reduce costly redundant work
performed by auditors and regulators.
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